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Special Message
Cagamas has been instrumental in the growth of the Islamic capital market in Malaysia, starting with the first issuance of MYR30 million Sanadat Mudharabah in 1994 and subsequently, the other ṣukūk issuances using various Islamic principles.  This is as a consequence of its mandate to promote home ownership and provide liquidity solutions to the primary sector via the development of the private debt securities (PDS) market. 
Cagamas has successfully diversified its offering of financial products solutions in anticipation of and in response to the market needs. Throughout the years, Cagamas’ 
contributions to the development of the Islamic finance space are not limited to providing liquidity solutions but also include active participation in other areas such 
as human capital development via its training series, social development via its zakāh 
programmes, and community education via its publications on Islamic finance.This textbook, Islamic Economics: Principles & Analysis, is a vital source of reference for academicians, students and industry practitioners. Its publication is timely as Islamic 
finance has been making inroads into various jurisdictions that house the financial hubs of a particular geography with different demographics. It is envisaged that its content will help to strengthen the knowledge base of the readers by illustrating the concepts and principles underlying the operations and practices of Islamic economics. I would like to extend my sincere gratitude and appreciation to the ISRA team, editors, writers, reviewers and everyone who has been involved directly or indirectly in the publication of this textbook.
Datuk Chung Chee Leong
President/Chief Executive OfficerCagamas Berhad
( v i i i )
On behalf of the Waqf Fund, I would like to congratulate the leadership of ISRA for publishing this textbook―Islamic Economics: Principles & Analysis. It is an important academic contribution and is especially beneficial for university 
students pursuing economics, finance and business-related fields. We believe that it 
will go a long way in serving the Islamic finance industry at the global level.  
Islam provides guidance in all spheres of human life including economic and financial 
dealings. It is therefore in the fitness of things that Muslims know the Islamic perspective of economic issues facing the world—at both macro and micro levels. Given 
the significant developments in the conventional economic theory and practice since the 18th century, the Muslim youth questions whether Islamic economics can offer a viable and better alternative. What is the Islamic world view permeating all facets of human endeavour including economics? Does an Islamic economic system exist? If so, how is it different from the conventional economic system? What guidance does 
Islam offer on contemporary economic matters such as fiscal policy, monetary policy, 
inflation, economic development and international trade? The textbook shares valuable insights into these areas and more. 
The Waqf Fund is proud to be among the first sponsors of this project. Since its 
inception in 2006, the Waqf Fund has been instrumental in supporting Islamic finance 
initiatives in Bahrain and globally. We focus on Islamic finance training, education and research. We believe that human capacity building is the most important task for the 
long-term development of the Islamic finance industry. More information about Waqf Fund programmes is available on http://cbb.gov.bh/page-p-waqf-fund.htm
 
Khalid Hamad Chairman The Waqf Fund, Central Bank of Bahrain
 
THE WAQF FUND 
Promoting ethics in finance through Shari’a  
Special Message
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The Islamic economics textbook by ISRA cements Malaysia’s thought leadership in Islamic finance. While there are numerous literatures and books on Islamic finance in the market, the same cannot be said for Islamic economics.  We strongly believe that this text book will set the gold standard in Islamic economics and will form a strong base to support the pillars of maqāṣid al-Sharīʿah (objectives of the Sharīʿah).Given the scarcity in Islamic economics textbook, Credit Guarantee Corporation Malaysia Berhad is humbled to be part of this imperative ground-breaking initiative. Congratulations to ISRA for publishing this textbook entitled Islamic Economics: 
Principles & Analysis. Without the collaborative efforts from various stakeholders, this textbook would not have come to fruition. We hope that this textbook will spur the 
global development and advancement of Islamic economics and finance.
Datuk Mohd Zamree Mohd Ishak
President/Chief Executive OfficerCredit Guarantee Corporation Malaysia Berhad
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The rapid growth of the Islamic finance industry has contributed to its remarkable accomplishments from the various perspectives. After the establishment of the first Islamic bank in 1983, the following year witnessed another important milestone with the birth of the pioneer takāful (Islamic insurance) operator in Malaysia. Additionally, the continual implementation of relevant legal requirements and regulations served to empower this industry year by year. This positive thrust is further strengthened by research evolvement which is crucial for our future generations. As 
an integral part of Islamic finance, the progression in Islamic economic studies will help existing and new learners in understanding the fundamental underlying concepts 
and principles. It is the Sharīʿah principles that govern the various aspects of Islamic economics and make it different from its conventional counterpart. 
As a development financial institution, Export-Import Bank of Malaysia Berhad (EXIM Bank) strives to facilitate Malaysian-owned businesses by providing Islamic banking 
services which are classified under three key categories: cross-border term financing, 
trade finance and guarantees. EXIM Bank also provides credit takāful products as well as developmental advisory services with the view of nurturing Malaysians in cross-
border business ventures. EXIM Bank realises the importance of always looking for the 
best opportunity to support the Islamic finance industry, particularly from the aspect 
of intellectual enrichment and furthering the frontiers of knowledge. EXIM Bank’s 
aspirations go beyond merely providing financial support and services. Indeed, the Bank is dedicated to nurture future talents and develop human capital to accelerate 
the growth of Islamic finance industry. We hope that this contribution would benefit both students and practitioners in enhancing their knowledge in Islamic economics. Congratulations to ISRA for embarking on this noble project and being able to publish this textbook, Islamic Economics: Principles & Analysis.
Norzilah Mohammed
President/Chief Executive Officer
Export-Import Bank of Malaysia Berhad (EXIM Bank)
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ForewordPast titles published by the International Shari’ah Research Academy for Islamic Finance (ISRA)―notably its textbooks on the Islamic financial system, the Islamic capital markets and the ṣukūk market―have successfully contributed 
to the building of greater awareness of Islamic banking and finance among a wide 
audience of international readers particularly practitioners and academia. Fulfilling its commitment to provide the market with high-quality research and publications, ISRA has the pleasure to introduce another valuable contribution that will enrich the Islamic 
economics and finance library and provide an important reference for stakeholders of the industry. It is a new title called Islamic Economics: Principles & Analysis, which covers the spectrum of issues related to Islamic economics in one comprehensive textbook.     
With the gradual but undeniable rise and development of Islamic finance worldwide, whether as a practice or as an academic discipline, we believe that it is crucial to understand the underlying theory and philosophy upon which the industry is built. Understanding the basics and the theoretical framework of Islamic economics paves 
the way to an improved practice of Islamic finance, closer to the spirit of maqāṣid 
al-Sharīʿah (objectives of the Sharīʿah). It is also a great starting point for enhancing 
knowledge in related fields like Islamic banking, Islamic capital markets and takāful and basing  their practice on the fundamental principles and values that that underpin them. The scholars involved in the writing of this textbook, with the support of the editors at ISRA, have devoted great time and effort to compile this wealth of knowledge 
in one volume to benefit the industry. We have been privileged to collaborate with the Centre for Islamic Economics (CIE) of the International Islamic University Malaysia (IIUM) in producing this textbook. We would like to thank both CIE and ISRA teams for their hard work and dedication in bringing this project to fruition. Our sincere thanks and appreciation also go to all the writers, reviewers and editors who have contributed greatly to this book and to ensuring its quality. We would further like to express our gratitude to our sponsors: Cagamas, the Waqf 
Fund of the Central Bank of Bahrain, Credit Guarantee Corporation (CGC) and EXIM Bank. Without their generosity, commitment and support throughout the production process, this publication would not have been possible. 
( x i i )
It is our hope that this textbook will be highly beneficial in disseminating knowledge of Islamic economics to an array of readers across the globe. 
Professor Dr Mohamad Akram LaldinExecutive DirectorInternational Shari’ah Research Academy for Islamic Finance (ISRA)Kuala Lumpur, Malaysia
Foreword
( x i i i )Economics is a social science that studies the behaviour and interactions of economic agents and analyses how economies work at the macro and micro levels. It studies production, distribution and consumption of goods and services, 
identifies economic problems and phenomena, and addresses economic questions from a positive (what is) perspective as well as a normative (how it should be) perspective. Islamic economics examines the same areas as its conventional counterpart. However, 
it involves the application of Sharīʿah to the different economic functions and issues. It is postulated that Islam offers a better approach compared to conventional economics in managing economic activities and solving economic and social issues.The development of modern Islamic economic thought started as a religious, intellectual and epistemological reaction to the Western penetration of the Islamic world, particularly in the mid-19th century. It was then that several Western countries established their banks within the Muslim world to support their commercial activities. The penetration of banks based on ribā (interest) and adopting the Western-style monetary system led to the early discussion of an Islamic economic system. In the mid-20th century, the opponents of ribā sought to identify the essential characteristics of an Islamic economic system that could serve as an alternative to the dominant Western system. By the 1970s, several remarkable works on Islamic economics and its system had been written by Muslim economists and jurists. Attempts were made to conceptually discuss the philosophical foundations of an Islamic economic system in a comparative manner while seeking solutions to the development needs of the Muslim nation. Despite commendable attempts, such works were scattered in different outlets, focused on certain aspects and ignored other areas, or lacked contemporary perspectives on current economic issues. By the mid-1980s, the emergence of the Islamic banking 
industry led to a shift in attention given to the financial sector to resolve socio-economic 
needs and develop an alternative to interest-based banking and finance. Consequently, 
fewer resources—both financial and human—went into researching more theoretical and practical dimensions of Islamic economics. A dichotomy resulted between the 
theoretical literature of Islamic economics and the course taken by the practical field 
of Islamic banking and finance. Islamic economics discourse thus failed to inform and 
guide the development of contemporary Islamic banking and finance. 
Rationale for the Book
With the impressive emergence of Islamic finance as a branch of Islamic economics, the need for a solid knowledge base that encompasses theories, thoughts and applications related to the subject increased in importance. However, writing about Islamic economics is a great challenge due to the differences in opinion on many of 
Preface
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its issues. This includes methodologies for determining the Islamic perspective on economic concepts and issues as well as applicable solutions for today’s economic and social problems. It is further argued that Islamic economics topics are not as clear as those in conventional economics as they have their own religious, spiritual and social dimensions. The points of controversy have generated lengthy discussions. Moreover, Islamic economics encompasses a vast array of topics and approaches, from the purely theoretical, which may include philosophy or religious ideas, to mathematical and quantitative analyses. We tried our best throughout this textbook to simplify, clarify and summarise these concepts to make them accessible to all readers including students, practitioners, academics and even interested non-specialists.This textbook presents, discusses and analyses various topics and issues related to Islamic economics ranging from philosophical, epistemological and methodological to microeconomic and macroeconomic perspectives. In this endeavour, the social aspect of Islamic economics—an essential part of the discipline—is not neglected. The textbook compares Islamic ideas and concepts related to economics with those in conventional 
economics to highlight Islamic economics as a distinct field of knowledge with an emphasis on the ethical and social aspects.The authors have tried their level best to explain the theoretical concepts as simply 
as possible without ignoring today’s realities and without compromising Sharīʿah principles and objectives. One of the main objectives of the book is to provide the reader with Islamic economic ideas and solutions that are realistic and applicable within the current highly globalised economic and business environment, which is largely dominated by conventional interest-based systems and institutions. Despite being written for an elementary-level audience, this textbook can also be 
beneficial to a wide range of specialist and non-specialist readers and seekers of knowledge. For those specialising in Islamic economics, it is an appropriate source of reference to gain an overview on different topics relating to the foundations of Islamic economics. At this point, however, it must be mentioned that each topic deliberated upon, by its nature, would require a book on its own to cover all its aspects. Therefore, further exploration is required for Islamic economics specialists. A list of references and recommended readings is provided for that purpose at the end of each chapter. On 
the other hand, students of mainstream economics, finance and other academic majors 
will find this textbook an excellent resource for comprehensive knowledge of Islamic economics and its related issues. 
Universities may benefit from the different topics presented in this textbook in designing or preparing their economics courses at different levels based on their own curriculums and classes. This textbook could be used at the undergraduate level or even for a master’s level economics or Islamic economics course, especially in an Islamic banking 
and finance programme or for an MBA having a specialisation in Islamic banking and 
finance where an economics or Islamic economics course is offered. Furthermore, practitioners and interested readers who are seeking essential and simple knowledge 
about Islamic economics will also find this textbook to be a helpful guide.  
Preface
( x v )
It is important to mention here that Islamic economics literature shows wide differences among the scholars in almost every subtopic. Presenting all opinions within a limited number of pages is almost impossible. However, with the great contribution of more than 60 scholars from a wide span of countries and from various economic schools, this book represents an important attempt to present the topics and issues from various perspectives with the maximum objectivity possible. Through comprehensive 
content editing, the editors have striven to improve the flow of arguments, remove inconsistencies and put the ideas together in as coherent a manner as possible. However, the editors acknowledge that some biases and overlaps may still persist. 
Organisation of the BookTo present the book’s contents in a clear and organised manner, a total of 21 chapters 
are divided into five parts as follows:
Part 1: Foundation of Islamic Economics (Chapters 1–5) Part 1 equips the reader with the basic theoretical framework of Islamic economics including the Islamic world view (Chapter 1) and the nature, scope and methodology of Islamic economics (Chapter 2). Detailed information is also presented about the process of building Islamic economics theory, a topic that might not be covered in other 
elementary textbooks (Chapter 3). Part 1 also sheds light on the significant role of ethics and values in economics (Chapter 4) and reviews the different economic systems to enable the reader to distinguish between an Islamic economic system and conventional systems (Chapter 5).  
Part 2: Islamic Microeconomics (Chapters 6–10) 
Part 2 discusses topics related to microeconomics. It first provides an overview of microeconomics from an Islamic perspective (Chapter 6). It then explains about consumption, production and distribution in Islamic economics (Chapters 7, 8 and 9 respectively). Part 2 also discusses the market structure in detail (Chapter 10). 
Part 3: Islamic Macroeconomics (Chapters 11–16)
Part 3 focuses on issues related to macroeconomics. It first introduces macroeconomics from an Islamic perspective (Chapter 11). Then, it discusses the concept of national output, its measurement approaches and their validity (Chapter 12). It further explains 
about aggregate demand and supply, discussing briefly the two prevailing schools of economics, the Classical and the Keynesian, and their relevance to Islamic economics 
(Chapter 13). Contemporary fiscal policies, which pertain to government revenue and expenditure, are also delineated (Chapter 14). In addition, topics related to monetary economics are highlighted including the concept of money, its types and monetary policies (Chapter 15). Part 3 concludes with information about international trade theories and the Islamic perspective on them (Chapter 16). 
Part 4: Islamic Financial System (Chapters 17–19)
Part 4 is dedicated to a discussion of the financial system. Contemporary conventional 
financial systems are critically analysed (Chapter 17). Then, the Islamic financial system 
Preface
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as an alternative is presented (Chapter 18). Part 4 further discusses the social aspect of Islamic economics, explaining the concept of social economy and its institutions (Chapter 19). 
Part 5: Selected Issues in Islamic Economics (Chapters 20–21)Part 5 encapsulates two pertinent issues surrounding contemporary Islamic economics: economic development and poverty (Chapter 20). The last chapter deliberates on the key challenges confronting Islamic economics (Chapter 21). 
Preface
( x v i i )
List of Contributors (iii)
 Editors (iii)
 Authors (iii)
 Reviewers (v)
Special Message (vii)
Foreword (xi)
Preface (xiii)
 Rationale for the Book (xiii)
 Organisation of the Book (xv) 
 Abbreviations                                                                         (xxxi)
PART 1: FOUNDATION OF ISLAMIC ECONOMICS
CHAPTER 1: ISLAMIC WORLD VIEW AND ISLAMIC ECONOMICSPreview 3Religion and Economics 4 Religion and Economics: The Western Experience 4 Religion and Economics: The Case of Islam 6World Views and Economics 9 Islamic World View 10 Core Elements of the Islamic World View 12 Connections between Islamic World View and Economics 19Summary 21Key Terms and Concepts 21References 22Further Readings 23Multiple-Choice Questions 24Review Questions 25Discussion Questions 26
CHAPTER 2: SCOPE AND METHODOLOGY OF ISLAMIC ECONOMICSPreview 27
Definition of Islamic Economics 28Characteristics of Islamic Economics 32 Rabbāniyyah (Divine Origin) 32 Insāniyyah (Humanness) 33 Akhlāqiyyah (Ethicality) 34 Wasaṭiyyah (Moderation) 35 Wāqiʿiyyah (Practicality) 35
 ʿĀlamiyyah (Universality) 36
Contents
( x v i i i )
Scope of Islamic Economics 37 Three Conceptual Components of Economics 37 Islamic Economics as a Social Science 39 Islamic Economics as a Political Science 40 Islamic Economics as a Multidisciplinary Science 41 Islamic Economics and Fiqh (Islamic Jurisprudence) 42Objectives of Islamic Economics as a Discipline 43 Study and Discover 43 Assess and Reform 45Methodology of Islamic Economics 45 Three-Pronged Approach of Islamic Economics 46 Interpreting the Economic Phenomena 47Summary 50Key Terms and Concepts 51References 51Further Readings 53Multiple-Choice Questions 54Review Questions 55Discussion Questions 56
CHAPTER 3: THEORY BUILDING IN ISLAMIC ECONOMICSPreview 57Sources of Knowledge in Islamic Economics 58
Definition of Theory in Islamic Economics 59World View, Values and Facts in Islamic Economics Theory Building 61Objectives of Theory in Islamic Economics 65 Theory and Explanation 66
 Theory and Unification 67 Theory and Policy Prescription 68Approaches of Theory Building in Islamic Economics 69
 Modification Approach 69
 Non-Modification Approach 74Process of Theory Building in Islamic Economics 77 Pre-Construction: Deriving Basic Philosophy,   Principles and Axioms from the Revelation 77 Construction: Constructing Theoretical Propositions 79 Post-Construction: Evaluating the Theory 81Criteria of a Good Theory in Islamic Economics 82 Criteria of Internal Integrity 84 Criteria of Relational Unity 84Summary 88Key Terms and Concepts 89References 89
Contents
( x i x )
Further Readings 92Multiple-Choice Questions 93Review Questions 94Discussion Questions 95
CHAPTER 4: ISLAMIC ETHICS AND ECONOMICSPreview 97
Definition of Ethics 98Ethics and Studies of Economics 99 Disengaging Economics from Ethics 100 Indispensable Revert to Ethics 101 Role of Ethics in Building Internal and External Economic Institutions 102Ethics in Islamic Economics 104 Foundation of Ethics and Ethical Values in the Islamic Economic System 104 Key Ethical Principles 106 Behavioural Guidelines 109 Social and Cultural Effects on Islamic Ethical Values 114Examples of Ethics in the Economy 115 Ethics and the Market 115 Ethics and the Financial Sector 120Summary 124Key Terms and Concepts 125References 125Further Readings 126Multiple-Choice Questions 127Review Questions 129Discussion Questions 130
CHAPTER 5: ECONOMIC SYSTEMSPreview 131Overview of Economic Systems 132
 Definition of an Economic System 132 An Economic System and Ideology 133 Formation of an Economic System 133 Philosophical Foundations of an Economic System 134 Characteristics of an Economic System 134 Operational Principles of an Economic System 137 Goals of an Economic System 137Islamic Economic System 138 History of the Islamic Economic System 139 Philosophical Foundations of the Islamic Economic System 140 Characteristics of the Islamic Economic System 142
Contents
( x x )
 Key Operational Principles of the Islamic Economic System 145 Goals of the Islamic Economic System 148Capitalism 148 History of Capitalism 149 Philosophical Foundations of Capitalism 150 Characteristics of Capitalism 150 Key Operational Principles of Capitalism 153 Goals of Capitalism 154Socialism 155 History of Socialism 156 Philosophical Foundations of Socialism 157 Characteristics of Socialism 158 Key Operational Principles of Socialism 160 Goals of Socialism 161Economic Systems: Ideals and Realities 161Summary 163Key Terms and Concepts 164References 164Further Readings 165Multiple-Choice Questions 165Review Questions 167Discussion Questions 167
PART 2: ISLAMIC MICROECONOMICS
CHAPTER 6: INTRODUCTION TO ISLAMIC MICROECONOMICSPreview 171
Definition of Microeconomics 172Scope of Microeconomics 173 Key Differences between Conventional and Islamic Microeconomics 174Key Concepts of Microeconomics from the Islamic Perspective 177 Rational Choice 179 Economic Decision-Making 180
 Classification of Needs in Islam 181 Balanced Spending in Islam 183 Microeconomics as a Human Science 183Demand and Supply 184 Demand 185 Supply 188 Market Demand, Supply and Equilibrium 190Shift in Demand and Supply Curves 192
Contents
( x x i )
Elasticity 194 Price Elasticity of Demand 195 Income Elasticity of Demand 199 Cross Price Elasticity of Demand 200 Price Elasticity of Supply 202Summary 204Key Terms and Concepts 205References 205Further Readings 205Multiple-Choice Questions 206Review Questions  207Discussion Questions 208
CHAPTER 7: CONSUMPTION Preview 209Philosophy and Objective of Consumption 210Guiding Principles on Consumption and Utilisation of Wealth 215 Moderation 215 Prioritisation in the Utilisation of Wealth 218 Permissible and Prohibited Items for Consumption 221 Prioritisation in Consumption 224Conceptual Framework of Consumer Behaviour 226 Rational Behaviour, Choices and Objectives 226 Preferences 226 Budget Constraint 227 Outcomes of Well-Being for Different Choices of Spending 227Consumer Behaviour: Islamic vis-à-vis Conventional Approach 234Summary 236Key Terms and Concepts 237References 237Further Readings 238Multiple-Choice Questions 238Review Questions 240Discussion Questions 240
CHAPTER 8: PRODUCTION Preview 241Philosophy of Production in Islamic Economics 242 Purposes of Resources 242 Producers as Khalīfah of Allah (SWT) 244 Resources are Entrusted as Amānah 245Ultimate Objective of Production: Prosperity of the Earth 247
Contents
( x x i i )
Theory of Production 248 Factors of Production 249 Production Function 251 Cost of Production 251Behaviour of the Producer in Islamic Economics 255 Rationality and Well-Being versus Self-Interest and Altruism 255 Hierarchy in Production and Nature of Goods Produced 256
 Profit Maximisation as an Objective for Producers 259 Revisiting Costs of Production 262 Production Outcomes from an Islamic and Conventional Approach 264Summary 270Key Terms and Concepts 271References 271Further Readings 272Multiple-Choice Questions 272Review Questions  274Discussion Questions 275
CHAPTER 9: DISTRIBUTION Preview 277Income Distribution: An Overview 278 Income Distribution and Welfare 280 Policy Goals for Income Distribution 282 Extent and Nature of Income Inequalities 283Marginal Productivity Theory and Distribution 286 Explanation 286 Evaluation 289
 Interest, Profit and Productivity 291
 Profit, Islam and Equity 291
Amānah—The Bedrock of Equity 292Structures for Justice 294 Attitude Towards Wealth 294 Concentration is Inadvisable 295 Factor Relations 295 Wages in Islam 296Distribution Model 297Some Redistributive Measures 300State and Income Distribution 302Summary 304Key Terms and Concepts 304References 305Further Readings 306
Contents
( x x i i i )
Multiple-Choice Questions 307Review Questions  308Discussion Questions 309
CHAPTER 10: MARKET STRUCTURE Preview 311Market and Economic Systems 312 Rationale for the Market 313 Shortcomings of Market Mechanism 314Market in Islam: The Difference 315Market Structures and Mechanisms 318 Perfect Competition 319 Monopoly 323 Monopolistic Competition  329 Oligopoly 332Market Equilibrium  334Market Distortion and Government Intervention 335 Distortion Affecting Market Demand 336 Distortion Affecting Market Supply 337 Factors Leading to Market Distortion 338 Guiding Principles of Government Intervention in the Market 340 Islamic Guiding Principles of Government Intervention 341 Conditions for Government Intervention 344 Measures of Government Intervention: Some Examples 344Summary 346Key Terms and Concepts 346References 347Further Readings 347Multiple-Choice Questions 348Review Questions  350Discussion Questions 350
PART 3: ISLAMIC MACROECONOMICS
CHAPTER 11: INTRODUCTION TO ISLAMIC MACROECONOMICSPreview 355
Definition and Scope of Macroeconomics 356 Economic Growth 356 Economic Stability 358 Economic Equity 358Conceptual Framework of Islamic Macroeconomics 359
Contents
( x x i v )
 Private Sector 360 Public Sector 361 Third Sector 362 Markets Arena 363Key Concepts of Macroeconomics from the Islamic Perspective 368 National Output and Economic Growth 369 Business Cycles 370 Employment 373
 Inflation 377 Government and Economic Policies 380Summary 387Key Terms and Concepts 388References 388Further Readings 389Multiple-Choice Questions 390Review Questions  392Discussion Questions 392
CHAPTER 12: NATIONAL OUTPUT AND HUMAN WELL-BEINGPreview 393National Economic Performance: An Overview 394Circular Flow of Economic Activities 395Nature and Scope of GDP 400 GDP is a Monetary Measure of Output 400 GDP Only Includes Final Goods and Services 401 GDP Only Includes Current Production 402 GDP Only Includes Domestic Production 403GDP as a Measure of National Output 404 Production Approach 404 Expenditure Approach 406 Income Approach 409Measuring Growth and Other National Output Indicators 412 GDP Growth: Nominal and Real 412 GDP Per Capita 414Gross National Income and Gross National Product  417National Output Statistics and Policy Implications 420 Production Statistics 420 Expenditure Statistics 421 Income Statistics 422Limitations of the Classical National Output Measures 424 Exclusion of Non-Market Productive Activities 424 Exclusion of the Underground Economy 425
Contents
( x x v )
 Composition of Output 425 Distribution of Output  426 Product Quality and Innovation 426 Economic Health and Sustainable Growth 426 GDP and the Environment 427 GDP and Leisure 427 Non-Economic Sources of Well-Being 427Alternative Measures of Well-Being 428 Human Development Index 428 Environment-Related Indicators 428 Genuine Progress Indicator 429
Maqāṣid-Based Indicator of Well-Being 429Summary 432Key Terms and Concepts 433References 433Further Readings 434Multiple-Choice Questions 435Review Questions  437Discussion Questions 438
CHAPTER 13: AGGREGATE DEMAND AND AGGREGATE SUPPLYPreview 439Macroeconomic Models 440 Classical Model 442 Keynesian Model 443 Classical and Keynesian Models from the Islamic Perspective 444Aggregate Demand 447 Determinants of Aggregate Demand 447 Analysis and Application of Aggregate Demand in an Islamic Economy 449 Impact of Marginal Propensity to Consume on the National Economy 450 Multiplier and Crowding Out Effects 451 Multiplier and Crowding Out Effects in an Islamic Economy 452Aggregate Supply 453 Determinants of Aggregate Supply 453 Short-Run and Long-Run Analysis 456 Sticky Wages and Prices and Their Effects on Equilibrium 458 Favourable and Unfavourable Supply Shocks 459Aggregate Demand and Aggregate Supply in the Classical Model 460Aggregate Demand and Aggregate Supply Curves in the Keynesian Model 461Aggregate Demand and Aggregate Supply from the Islamic Perspective 464Relevance of Classical and Keynesian Theories for Developing  an Islamic Macroeconomic Model 466
Contents
( x x v i )
Summary 470Key Terms and Concepts 470References 471Further Readings 471Multiple-Choice Questions 472Review Questions  473Discussion Questions 474
CHAPTER 14: FISCAL POLICYPreview 475Fiscal Policy Framework 476 Fiscal Policy: Conventional versus Islamic 476 Types of Fiscal Policy 479 Goals of Fiscal Policy 481 Functions of Fiscal Policy 482 Instruments of Fiscal Policy 483Government Expenditure 485
 Classification of Government Expenditures 485 Islamic Guiding Principles of Government Expenditures 486Government Revenue 489 Taxes 491 Zakāh 498Summary 507Key Terms and Concepts 507References 508Further Readings 509Multiple-Choice Questions 510Review Questions  511Discussion Questions 512
CHAPTER 15: MONEY AND MONETARY POLICYPreview 513Money and Its Functions 514 Functions of Money 515 Types of Money 518 Money Creation and the Fractional Reserve Banking System 526Money Demand and Money Supply 529 Money Demand Function 529 Money Supply Function 533 Equilibrium in the Monetary Sector 534 Equilibrium in the Real Sector (Goods Market) 536
Contents
( x x v i i )
 The Equilibrium in IS–LM Model 538Monetary Policy 538 Monetary Policy in the Conventional Economic Framework 539 Monetary Policy in the Islamic Economic Framework 543 Challenges in Applying Islamic Monetary Policies and Strategies 545 Types of Monetary Policies and Impact on the Real Economy    549 Roles of the Central Bank in Establishing Islamic Monetary Policy  556 Tools of Islamic Monetary Policies 557Summary 562Key Terms and Concepts 563References 563Further Readings 566Multiple-Choice Questions 566Review Questions  568Discussion Questions 568
CHAPTER 16: INTERNATIONAL TRADEPreview 569Evolution of Trade Theories 570 Mercantilist Trade Theory 570 Classical Trade Theories 572 Modern Trade Theories 576 International Trade from the Islamic Perspective 578International Trade Policy 579 Free Trade 579 Trade Protectionism 582Preferential Trade Agreements 588 Proliferation of Free Trade Agreements 588 Regional Trade Agreements 590 Trade Cooperation Among Muslim Countries 590 Issues in Preferential Trade Agreements 593Trends in Global Trade 594 Key Players in Global Trade 595 Emergence of Peripheral Players 596 Global Value Chain Networks 597Summary 599Key Terms and Concepts 600References 600Further Readings 603Multiple-Choice Questions 603Review Questions 605Discussion Questions 605
Contents
( x x v i i i )
Part 4:  ISLAMIC FINANCIAL SYSTEM
CHAPTER 17: CONTEMPORARY FINANCIAL SYSTEM AND THE REAL 
ECONOMYPreview 609Financial System: A Basic Concept  610 Flows of Funds in the Financial System 611 Role of Financial Intermediaries 613Structure and Components of the Financial System 614 Financial Markets 616 Financial Institutions 618 Development and Social Finance Institutions 620 Financial Regulators 622 International  Standard-Setting Organisations 624Financial System and the Real Economy 625 Functions of the Financial System 625 Linkage Between the Financial System and the Real Economy 626 Role of the Financial System Towards Sustainable Development 629Conventional Financial System and Financial Crises 632 Debt and the Real Economy 632 Financial Crises 633 Some Financial Crises in Recent Decades 636 Islamic Finance as a Better Alternative 638Summary 639Key Terms and Concepts 640References 640Further Readings 642Multiple-Choice Questions 642Review Questions  644Discussion Questions 644
CHAPTER 18: ISLAMIC FINANCIAL SYSTEM: CHALLENGES 
 AND THE WAY FORWARDPreview 645Philosophy, Features and Instruments of the Islamic Financial System  646 Philosophy of the Islamic Financial System 647 Basic Principles of the Islamic Financial System 648 Islamic Financial Instruments 650Structure and Components of the Islamic Financial System  652 Islamic Financial Markets 655 Islamic Financial Institutions 659 Islamic Development and Social Finance Institutions 661 Regulators and Standard-Setting Bodies  662
Contents
( x x i x )
Islamic Financial System and the Real Economy 665 How Does the Islamic Financial System Contribute to the Real Economy? 666 Economic Impact of Islamic Financial Institutions 668Challenges and the Way Forward 672 Challenges 672 Way Forward 676Summary 682Key Terms and Concepts 683References 683Further Readings 687Multiple-Choice Questions 687Review Questions 689Discussion Questions 689
CHAPTER 19: ISLAMIC SOCIAL FINANCE Preview 691Social Economy and Social Welfare  692 Role of Different Economic Agents in Social Welfare 693 Importance of Philanthropy in Islam 698Institution of Zakāh  699 Mobilisation of Zakāh 699 Distribution of Zakāh 705 Zakāh for Economic Empowerment   710Institution of Waqf  712 Types of Waqf 713 Rules of Waqf 715 Waqf as the Basis of Islamic NPOs  718Summary 720Key Terms and Concepts 721References 721Further Readings 722Multiple-Choice Questions 722Review Questions 724Discussion Questions 724
PART 5: SELECTED ISSUES IN ISLAMIC ECONOMICS
CHAPTER 20: CHALLENGES IN ECONOMIC DEVELOPMENT Preview 729Economic Development in Conventional Economics 730 Evolution of the Concept of Economic Development 731
Contents
( x x x )
Economic Development from the Islamic Perspective 736 Philosophical Foundations of Economic Development 738 Characteristics of Economic Development 740Development of Muslim Countries and the Poverty Challenge 741 Poverty 745Summary 751Key Terms and Concepts 752References 752Further Readings 754Multiple-Choice Questions 754Review Questions 756Discussion Questions 756
CHAPTER 21: ISSUES AND CHALLENGES OF ISLAMIC ECONOMICSPreview 757Critiques of Islamic Economics 758 Theory-Practice Divide in Islamic Economics 758 Ineffectiveness of the Zakāh Institution in Reducing Inequality and Poverty 759 Absence of a Practical Islamic Economic System 761 Replication of Conventional Economics 762 Lack of Critical Thinking 764 Segmented Focus in Literature 766 Other Criticisms 767Progress in the Discipline of Islamic Economics 768 Progress in the Body of Knowledge 769 Progress in Methodology 770 Progress in Education 771Future Direction of Islamic Economics 772 Islamic Economics Research and Education 775 Priority Areas of Research and Good Governance 776Summary 778Key Terms and Concepts 779References 779Further Readings 779Multiple-Choice Questions 780Review Questions 782Discussion Questions 782
Biography of Contributors 783
Glossary of Terms 793
Photo Credits 797
Index 801
Answers 814
Contents
( x x x i )
AAOIFI Accounting and Auditing Organization for Islamic Financial InstitutionsADB Asian Development BankAFDB African Development BankAFTA ASEAN Free Trade AreaAS ʿAlayh al-salām (peace be upon him)ASEAN Association of Southeast Asian CountriesATM Automated teller machineAuM Assets under managementBCBS Basel Committee on Banking SupervisionBIS Bank for International SettlementsBNM Bank Negara Malaysia (Central Bank of Malaysia)CAGR Compounded average growth rateCAP Common agriculture policyCBB Central Bank of BahrainCBPR Central bank policy rateCEPT Common effective preferential tariffCGAP Consultative Group to Assist the Poor  CIBAFI General Council for Islamic Banks and Institution
CIPA Certified Islamic Professional AccountantsCOLA Cost of living allowanceCOMCEC Standing Committee for Economic and Commercial Cooperation of the Organization of Islamic CooperationCPI Consumer price index
CSAA Certified Shariʿah Advisor and AuditorCSR Corporate social responsibilityCU Customs Union
DFIs Development financial institutionsDIFC Dubai International Financial CentreDMCC Dubai Multi Commodities CentreEBA Everything But Arms  EBRD European Bank for Reconstruction and DevelopmentEEC European Economic CommunityE-HDI Ethics-augmented human development indexEIB European Investment BankESG Environmental, social and governanceEU European UnionFAO Food and Agriculture OrganizationFDI Foreign direct investmentFRB Fractional reserve bankingFTA Free trade agreementGABV Global Alliance for Banking on ValuesGATT General Agreement of Tariffs and Trade  GCC Gulf Cooperation Council
Abbreviations
( x x x i i )
GDP Gross domestic product
GFCF Gross fixed capital formationGII Government Investment IssueGNI Gross national incomeGNP Gross national productGOS Gross operating surplusGPI Genuine progress indicatorGST Goods and services taxGVA Gross value-addedGWC Gross written commissions  HDI Human Development IndexHPAEs High performing ASEAN economiesHPI Happy Planet IndexIBI Islamic banking institutionICT Information and communication technologyIsDB Islamic Development Bank
I-DEX Integrated Development IndexIDR Indonesian rupiahIDE Income elasticity of demandIFC International Finance Corporation
IFI Islamic financial institutionIFSA Islamic Financial Services Act 2013IFSB Islamic Finance Services BoardI-HDI Islamic Human Development IndexIIFM International Islamic Financial Market
IIFS Institutions offering Islamic financial servicesIIMM Islamic interbank money marketILO International Labour OrganizationIMF International Monetary FundINCEIF International Centre for Education in Islamic FinanceIOSCO International Organization of Securities CommissionsIOU I owe you  (promissory note; a debt instrument)IPO Initial public offeringIRR Internal rate of return
ISIC International Standard Industrial ClassificationISRA International Shari’ah Research Academy for Islamic FinanceLDCs Least developed countriesLMC Liquidity Management CentreMDGs Millennium Development GoalsMENA Middle East and North AfricaMERCOSUR Economic and Political Sub-Regional Pact between Argentina, Brazil, Paraguay, Uruguay and Venezuela
MFIs Microfinancing institutionsMFN Most favoured nationMII Mudarabah Interbank Investment
Abbreviations
( x x x i i i )
MITB Malaysian Islamic Treasury BillsMMT Modern monetary theoryMNCs Multinational companiesMPC Marginal propensity to consumeMTM Monetary transmission mechanismMWI Material Welfare IndexMYR Malaysian ringgitNAFTA North American Free Trade AgreementNATO North Atlantic Treaty Organization
NCD Islamic negotiable certificate of depositNFIFA Net factor income from abroadNGO Non-governmental organisation
NPO Not-for-profit organisationNTB Non-tariff barriersNWI Non-Material Welfare IndexOECD Organisation of Economic Cooperation and DevelopmentOIC Organisation of Islamic CooperationOMO Open market operationsOTC Over the counterP2P Peer-to-peerPAD Planned aggregate demandPED Price elasticity of demandPES Price elasticity of supplyPLI Poverty line income
PLS Profit-and-loss sharingPPP Purchasing power parityPRETAS Protocol on Preferential Tariff SchemePSI Principles of Sustainable InsurancePTA Preferential Trade AgreementR&D Research and developmentRA Raḍīyallāh ‘anhu (May Allah be satisfied with him)RCEP Regional Comprehensive Partnership AgreementRTAs Regional Trade AgreementsSAW Ṣallallāh ‘alayh wassalam (Prayers and peace be upon him)SBP State Bank of PakistanSDGs Sustainable Development GoalsSMEs Small and medium-sized enterprisesSNA System of National AccountsSRR Statutory Reserve Requirement
SSB Sharīʿah Supervisory BoardSSE Sustainable Stock ExchangeSWT Subḥānahū wa ta‘ālā (the Most Glorified, the Most High)TiSA Trade in Services Agreement
TPP Trans-Pacific PartnershipTPS Trade Preferential System  
Abbreviations
( x x x i v )
TRQ Tariff rate quotaTTIP Transatlantic Trade and Investment PartnershipUAE United Arab EmiratesUK United KingdomUN United NationsUNCTAD United Nations Conference on Trade and DevelopmentUNDP United Nations Development ProgrammeUNEPFI United Nations Environmental Programme Finance InitiativeUS United States of AmericaUSD US dollarUSSR Union of Soviet Socialist RepublicVAT Value-added taxVBI Value-based intermediationVERs Voluntary export restraintsWGC World Gold CouncilWTO World Trade OrganizationWVS World Values Survey
Abbreviations

